Nection Z¥85.3U3 p)
Page 81 of 182

slightly below targeted measures while Cash Flow target was exceeded. Our 2001 EBIT performance was
negatively impacted by a one-time early retirement and severance charge due to corporate restructuring, which
was not included in our target. For 2000, our Operating Margin and EBIT performance fell slightly below
targeted measures while Cash Flow and RONIC targets were exceeded. Qur 2000 EBIT performance was

negatively impacted by a one-time early retirement and severance charge related to the merger of Illinova and
Dynegy, which was not included in our target.

In 1999, our operations were divided into four reportable segments: Customer Service, Wholesale
Energy, Nuclear and Other. The business groups and their principal services in 1999 were as follows:

*  Customer Service Business Group—transmission. distribution and sale of electric energy; distribution,
transportation and sale of natural gas in Ilinois.

*  Wholesale Energy Business Group—fossil-fueled ¢lectric generation in Illinois, wholesale electricity
transactions throughout the United States and disparching activities.

*  Nuclear Generation Business Group—nuclear-fueled electric generation in Illinois.

*  Other—This category included the financial support functions such as accounting, finance, corporate
performance, audit and compliance, investor relations, legal, corporate development, regulatory, risk
management and tax services. Also included in this group were specialized support functions, including
information technology. human resources, environmental resources, purchasing and matenals management
and public affairs. :

Customer Service — Transmission, Distribution and Sale of Electric Energy and Gas. The Customer
Service Business Group derived its revenues through regulated tariffs. Its source of electricity was the Wholesale
Energy Business Group and the Nuclear Business Group. Electricity was provided to the Customer Business
Group at a fixed 2.9 cents per kilowart-hour for the first nine months of 1999. During the last quarter of 1999
electricity was provided to the Customer Service Business Group at the power purchase agreement price between
llinois Power and DMG.

Wholesale Energy. The Wholesale Energy Business Group derived its revenues by providing electricity
primarily to the Customer Service Business Group. Electricity was provided at 2.9 cents per kilowatt-hour for the
nine months ended September 30, 1999. During the last quarter of 1999, electricity was provided at the power
purchase agreement price between Illinois Power and DMG.

Nuclear. During 1999, the Nuclear Business Group revenues consisted of collections from customers
under tariff riders to fund the decommissioning trust and 2.9 cents per kilowatt-hour generated and sold to the
Customer Service Business Group. The nuclear assets were sold to AmerGen or December 15, 1999.

Other. Included in this category were the Financial Business Group, the Support Services Business
Group and other corporate functions. These segments did not individually meet the minimum ﬂneshold
requirements for separate disclosure, - -

For additional information, please read “Note 13—Segments of Business” to the audited financial
statements included in our annual report on Form 10-K for the year ended December 31, 2001.

-
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Twelve-Month Periods Ended December 31, 1999, 2000 and 200]
Electric Operations.  For the years 1999 through 2001. electric revenues, including interchange,
decreased 29% and the gross elecuic margin decreased 52% as follows:
(Mlillions of Dollars) - 2001 2000 l 1999
Electricrevenues . . ... ... ... i i i e $1.137.1 SL189.4 S1.178.6 .
Interchange revenues ...... ... .. .. ... . . L. i i 27 4202
Fuel cost & powerpurchased ........... .. .. ... ... ... ... .. (661.8) (729.3) (6i12.3)
Electric margin ..... e e $ 4760 S 4628 3 9865
The components of annual changes in electric revenues were:
(Millions of Dellars) 2001 2000
PHCE ..ottt F $(65.4) $(39.8)
Volumeandother ... ... o e 13.1 50.6
Revenue increase (decTense) ... . e $(52.3) § 10.8

2001. Electric revenues including interchange sales were lower in 2001 due to industrial customers
purchasing energy from altermnative retail electric suppliers and a downtum in economic conditions.

2000. Electric revenues excluding interchange sales remained relatively constant. The significant
reduction in interchange revenues is due to the ransfer of the fossil generating units to Hlinova in October 1999,
the sale of the Clinton Power Station. referred to as “Clinton,” to AmerGen Energy Company, referred to as
“AmerGen,” in December 1999 and our strategic focus on the transmission and distribution business.

The cost of meeting our system requirements was reflected in fuel costs and power purchased. Changes
in these costs are detailed below:

(Millions of Dollars) 2001 2000

Fuel for electric plants . ... e e e S —  $(191.2)

Powerpurchased . ....... ... . it e (67.5) 308.2
Total InCrease (deCTBASE) .. vt v it et et e et e e P 5(67.5) $1170

System load requirements, generating unit availability, fuel prices, purchased power prices, resale of
energy to other utilities, the transfer of our wholly cwned fossil generating assets to linova on October I, 1999
and the sale of Clinton to AmerGen caused changes in these costs.

2001, The decrease in power purchased cost was primarily due to lower customer demand related to
the industriai downtum and fewer units purchased due to industrial customers choosing alternative energy
suppliers, partially offset by increased power purchase agreement per unit costs.

2000. With the transfer of the fossil generating units to Illinova and the sale of Clinton to AmerGen,
we no longer incur any fuel costs for electric plants. Conversely, a significant increase occurs in power purchases
due to the power purchase agreements in effect with DMG and AmerGen, which simulate fuel cost and operating
expenses.
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Gas Operations.  For the years 1999 through 2001, gas revenues, including transportation, increased
37%, while the gross marzin on gas revenues increased 3% as follows:

(Millions of Dollars : C2om 2000 1999

Gasrevenues ......... N ceee 54698 5388.0 $ 2989

Transportation revenues . . . ... ... .ot 6.3 3.5 53

TGS 08 e e (332.8) (252.7) (l63.1)

Gasmargin .. ... e 51438 § 1408 31393

{Millions of Therms. Unless Otherwise Noted) 2001 2000 1599

Therms sold ...« oetee e 539 574 553

Therms transported .. ................... e 246 259 270
Totaldelivered ... . ... . . i . 785 833 823

Average cost per therm delivered ............ ... ........ 53.9 cents 48.3 cents 26.8 cents -

Changes in the cosrt of gas purchased for resale were:

{Miltions of Dollars) 2001 2000

Gas purchased for resale: : '

Cost . .oiiinn . e e e e e $296 $127.7

Volume ..o e (30.0) 4.0

Gas cost tec_:overies ..................................................... 280.5 (4.
T T3 £t $80.1 $ 876

The 2001 and 2000 increase in gas costs was attributable to market conditions that caused natural gas
prices to reach unprecedented highs partially offset by the effects of the Uniform Gas Adjustment Clause.

Other Expenses. A comparison of significant increases (decreases) in other operating expenses,
maintenance, and depreciation and amortization for the last two years is presented in the following table:

(Millions of Dollars) 2001 2000
Other OPerating eXPeNSES . . . ..o ovne ittt ettt ettt e ete e $ (1.2) $(323.4)
Retirement and severance eXpense ... ............c..iiiiinnnnn. e (15.7 31.0
MainlenanCe - ... e e (3.1) (50.1)
Depreciation and amortization . .......... ...ttt 39  (50.0)

The decrease in operating and maintenance expense for 2001 is primarily due to incremental operating
efficiencies, while the decrease in 2000 is primarily due to the transfer of the fossil generating assets to Illinova
on October 1, 1999 and the sale of Clinton to AmerGen on December 15, 1999.

In 2001, we offered an early retirement/severance program to effectuate a reorganization. In 2000, we
offered®un early retirement/severance program related to the Dynegy-Illinova merger. ‘

Depreciation and Amortization. Depreciation and amortization increased from $77.6 million in 2000
to $80.9 million in 2001 primarily as a result of plant additions in the ordinary course of business. The decrease
in depreciation and amortization from $151.8 million in 1999 to $77.6 million in 2000 was attributable to the
transfer of our fossil generating assets in 1999.
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Amortization of Regulatory Assets.  Amortization of regulatory assets increased slightly from $50.6
million in 2000 to $51.2 million in 2001. The increase in amortization of regulatory assets from $26.4 million in
1999 to $50.6 million in 2000 was autributable to improved financial performance in 2000. which allowed
additional amortization within the provisions of the return on equity collar.

Operating Income.  Operating income increased from $156.0 million in 2000 to $S166.3 million in 2001
primarily as a result of incremental operating efficiencies and differences in two separate early retirement/
severance programs. The decrease in operating income from $217.7 militon in 1999 1o $136.0 million in 2000
was attributable to the transfer of our fossil generating assets and Clinton Power Station in 1999,

Other Income and Deducrions - Ner.  For vear 2001, total other income and deductions—net increased
by $4.8 million from $116.7 million 0 $121.5 million primarily due to favorable results from an insurance
investment and 2 litigation settlement. partially offset by a decrease in interest income from affiliates and reduced
revenues from non-utility support services. The increase in 2000 of other income and deductions—net was
attributable to interest on the Illinova note offset by increased taxes related to non-utility income.

Interest Charges. Total interest charges. including Allowance for Funds Used During Construction,
decreased $16.0 miilion and S6.4 million in 2001 and 2000, respectively. primarily due to the redemption of
Transitional Funding Trust Notes. and lower interest rates on variable Mortgage Bonds. For additional
information, please read “Note 9-~Long-Term Debt” to the audited financial statements included in our annual
report on Form 10-X for the year ended Decemnber 31, 2001.
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Nine-Month Periods Ended September 30, 2001 and 2002

Nine months ended

September 30,
202 200
tIn Millions)
Electric Sales Revenues—
RESIABNLIAl . .\ ottt e e e e e $ 348 § 346
COMMETICIal .« oo oot e e e e e 261 257
Commercial-distbUton™ & .t e e — 1
INAUSITIAl e e e e e e 217 217
Industial-distr Ut On™ . . . e e e 4 2
Other .........c...... P 29 30
Revenues from ultimate consumers ........... e e e 859 833
ST fad el 4 DO 7 l
Transmission/Wheeling . . ............. o 30 33
Total Electrie ReVenUeS . . ..ottt e e e e e e $ B89 § B87
Electric Sales (In kWh)— ' : :
REstdemtial . . . e e e e e e e 4,342 4,160
COMMETCIAL .« o o oottt e e e e e e e e e e e e e e e e 3,334 3.308
Commercial-dis i DUt O™ . . . ittt e e e 2 39
INAUSIOAL . .ottt e e e e R 4,719 4,754
Industrial-distribution® . .................. e e e e e ' 1,921 1,937
79 T=) » 282 285
Sales to UlHIMALE CONSUIIEIS . . o ittt ettt e e e ettt tme e e ateeannnennes 14,600 14,483
Interchange .. ... .ot e e e 1 2
Total Electric Sales ..o ov i i e ettt ettt e, 14,601 14,485
Gas Sales Revenues—
T 1 =1 $ 161 § 237
Commercial .. ... ovii i i e e e, .. 58 91
Industrial .. ..ovvvrii i ey e e e 18 38
L0 14T~ P 2 4

Revenues from ultimate consumers
Transportation of customer-owned gas
Sales 10 Al T lAlES « oottt e e e e et ey

Total GasRevenues . . ... ... ..., e e e

Gas Sales (In Therms)— )
Residential ... iitir i i i e i i e ettt an e
Commercial .. ...... i i e e S ,
1T L1130 T 1 O N

Sales 10 Ultimate CONSUIMIETS L .oty e et i ir i iie s s esaaits s in s mmccaneanens
Transportation of customer-owned gas

Total gassold and transported . . ..., ... .o iiii ... e
Salesto affiliates . ....ov it e e et

Total Gas Delivered . ... ... i i e rar e :

S— .
*  Distribution of customer-owned energy.
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Nine-Month Periods Ended September 30, 2001 and 2002

Operating revenues in 2002 decreased $118 miilion primanly due to decreased gas prices. lower
transportation revenues, unfavorable weather compared to [ast year and decreased late payment charges. Electric
revenues reflected slightdy higher sales volume due to favorable weather and resolution of a contingent liability
for a bulk power biiling dispute offset by a 5% residential rate reduction effective May 1. 2002,

Operating expensés. excluding income taxes. decreased 5126 million in 2002 compared to 2001
primarily due 1o significantly lower market prices for natural gas purchases. lower general taxes. and lower gas
volumes purchased.

Depreaciation and amormization was $61 millien in 2002 and 2001,
Amortization of regulatory assets was 538 million in 2002 and 2001.

Operating income decreased from $147 million in 2001 to $138 million in 2002 primarily as a result of
unseasenably mild heating season weather in 2002, a general economic downmurn and a 5% residential rate
reduction effective May 1, Z002.

. Other income decreased from $94 million to S83 million and includes interest income of 5128 million in
2002 as compared to $127 miilion in 2001. Miscellaneous—net in 2001 included favorable insurance and
litigaticn sertlements while 2002 also included a favorable litigation settlement, Interest expense period-to-period
decreased S11 million reflecting lower average long-term debt balances coupled with lower interest charges on
short-term debt.

Cash flow from operating activities totaled $219 million for the nine-month period ended September 30,
2002, compared to $179 million reported in the 2001 period. Changes in operating cash flow reflect the operating
results previously discussed herein. Additional cash flow changes for 2002 resulted primarily from accelerated
interest payments on the Illinova note, partially offset by the prepayment of some gas purchases. Cash flow in
2001 was affected by higher priced natural gas purchases and income taxes paid.

Liguidity and Capital Resources
Available Credit Capacity, Liquidity and Debt Maturities

Sources of Liquidity. We are currently satisfying our capital requirements primarily with cash from
operations. cash on hand and interest income under our $2.3 billion intercompany note receivable from Nlinova.

Due 10 our non-investment grade credit ratings and other factors, including our relationship with
Dynegy, we do not have access to the commercial paper markets, and our access to the capital markets is imited.
Given these facts, we expect to continue to rely primarily on cash from operations, cash on hand, cash from asset
sales and interest income under our intercompany note receivable 10 meet our near-term obligations.

Available Credit Capacity. OnMay 17, 2002, we exercised the “term-out” provision contained in our
$300 million 364-day revolving credit facility, which was scheduled to mature on May 20, 2002. In connection
with this conversion, we borrowed the remaining S60 million available under this facility. The exercise of the
“term-out” provision converted the facility to a one year term loan that matures in May 2003. Borrowings of
$300 million were outstanding under this loan at September 30, 2002. We do not expect to repay this loan prior
to its maturity unless a new revolving credit facility is secured on mutually acceptable terms. ‘

Because we have no borrowing capacity currently available under the bank facility discussed above, our
future operations could be adversely affected. For example, a significant portion of our operating cash flows will
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be dedicated to the payment of principal and interest on indebtedness and will not be available for other
purposes. Further. because of our non-investment grade credit rating and other factors. our ability to obtain
additional financing tor working capital. capital expenditures, acquisitions. general corporate and other purposes
could be limited. Please read “Credit Rating Discussion™ below for additional factors impacting our financiai
flexibility. Please also read the risk factors titled ~Our significant leverage could have a material adverse effect
on our financial condition and results of operations™ and ~Our sources of cash may be insufficient to satisfy our
ongoing liguidity requirements.” Qur ability to meet debt service obligations and reduce total indebtedness will
be dependent upon tuture performance and the other factors described herein. many of which are bevond our
control.

We had one standby bond purchase facility in the aggregate principal amount of $152 million that
provided credit enhancement for $130 million of liiineis Development Finance Authority 1997 Series A, Band C
bonds. referred to as the "Pollution Cuntrol Bonds.™ aleng with one month’s interest of approximately $2 million.
for which our Pollution Control Series P. Q and R Mortgage Bonds were issued without coupon and pledged 1o
secure pavment on the Pollution Control Bonds. On April 9, 2002, the indenture for that financing was amended
to incorporate an additional interest rate setting mechanism. the auction rate mode. After the indenture was
amended. the Pollution Control Bonds were reissued without further change. The auction rate mode does not
require the use of a standby purchase facility, allowing the standby bond purchase facility to expire without
consequence.

Uses of Liquidirv.  Our $96 million Mortgage Bonds. which mattred on July 15. 2002, were redeemed
using S85 million of prepaid interest on the Illinova note and $11 million of working capital.

On March 28. 2002. we completed a solicitation of consenis from our preferred stockholders to amend
our Restated Articles of Incorporation to eliminate a provision restricting the amount of unsecured indebtedness
that we could issue or assurne. In addition, Illinova completed a tender offer pursuant to which it acquired
662,924 shares, or approximately 73%., of our preferred stock. The New York Stock Exchange has taken action
to delist each of the series of preferred stock that were subject to the tender offer and previously listed thereon.
On March 29, 2002, we amended our Restated Articles of Incorporation to eliminate the restriction on incurring
unsecured indebtedness, Certain charges incuired in connection with the consent solicitation, approximately S1
million in the aggregate. were paid by us. These charges are reflected as an adjustment to Retained Eamnings in
our balance sheet as of September 30. 2002 included in our quarterly report on Form 10-Q.

Debt Maturities and Liquidiry Plan. 'We have significant debt maturities through December 2003.
These maturities include the May 2003 maturity of our $300 million term loan, the August 2003 and Septernber
2003 Mortgage Bond maturities of $100 million and S90 millicn. respectively, and quarterly payments of
approximately $22 million on Transitional Funding Trust Notes issued by the Illinois Power Special Purpose
Trust {(which payments are made with cash to be set aside from customer billings). We are required to make these
same quarterly payments of approximately $22 million on our Transitional Funding Trust Notes through 2008,
and have a payment of up to S&1 million due on our Tilton lease financing in the third quarter of 2004. Pursuant
to this financing, which is treated as an operating lease for accounting purposes and a capital lease for tax’
purposes, we lease, and then sublease to DMG, four gas turbines associated with a power plant located in Tilton,
Hlinois. At the expiration of the lease, we have an option to purchase the gas turbines. If we do not purchase the
gas turbines. the turbines will be sold. We will be responsible for any shortfall if the sale proceeds are less than
$81 million. up to our minimum residual value guarantee on the lease of 86% of the $81 million payment due, or
$69.6 million. Please read the risk factor titled “QOur significant leverage could have a material adverse effecton
our financial condition and results of operations.” We are developing a plan to improve our liquidity in order to
meet our near-term debt maturities and provide for ongoing operations and necessary capital expenditures. The
plan includes:

+  the completion of various financing transactions, including this offering; while there are other
restrictions and limitations to issuing morigage debt, as of September 30, 2002 and prior to this
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offering, we had sufficient property and refunded bond capacity to issue up 10 $974 million of
additional Mortgage Bonds;

+  the completion of the sale of our electric transmission svstem to Trans-Elect for $239 million
before income tax and other transaction expenses; the net proceeds of this sale are expected to be
approximately 5180 million. with closing expected during the first half of 2003: and

«  the refinancing of our $300 million term loan, and the successful negotiation of a new bank credit
facility on terms acceprable to us.

We believe that we have sufficient liquidity to meet our debt maturities and other obligations through
the first quarter 2003. However. our long-term liquidity depends upon successful completion of our liquidity
plan.

Our ability to successfully execute these initiatives is subject to a number of risks including factors
beyond our control. The factors include, among others, the timeliness and ability to obtain regulatary approvals,
the receptiveness of the capiral markets to this offering and the continued negative effects of our relationship
with Dynegy. If we are unable 10 successfully execute these initiatives. we would require additional liquidity
support from Dynegy. to the extent available and subject to receipt of any required regulatory approvals, in order
1o satisfy our debt maturities and other obligations as they come due. Please read “—Relationship with Dynegy”
and the risk factor titled “Our rejationship with Dynegy and its financial condition subjects us to potential risks
that are beyvond our control” above for a discussion of the issues currenty facing Dynegy and its potential
inability to provide such additional liquidity support.

Capital Asset Program

Construction expenditures for the nine months ended September 30, 2002 were approximately $102
million. We estimate that we will spend approximately $38 million on construction for the fourth quarter of
2002. Construction expenditures for the nine months ended September 30. 2001, were $105 million, and for the
year ended December 31, 2001, were $149 million. Construction expenditures consist of numerous projects to
upgrade and maintain the reliability of our electric and gas distribution and transmission systems, add new
customers to the system and prepare for a competitive environment. Qur construction expenditures for 2003
through 2006 are expected to total approximately $600 million. Additional expenditures may be required during
this period to accommodate the transition to a competitive environment. environmental compliance, system
upgrades and other costs that cannot be determined at this time.

Affiliate Transactions

For a discussion of our affiliate transactions, please read “Certain Relationships and Related
. Transactions.”

Credit Rating Discussion

Credit ratings impact our ability to obtain short-term and long-term financing, the cost of such financing
and the execution of our commercial strategies. In determining credit ratings, the rating agencies consider a
number of factors. Quantitative factors that are given significant weight include, among other things, eamings
before interest, taxes. and depreciation and amortization, referred to as EBITDA; operating cash flow; total debt
outstanding; off balance sheet obligations and other commitments; fixed charges such as interest expense, rent, or
lease payments; payments to preferred stockholders; liquidity needs and availability; and various ratios
calculated from these factors. Qualitative factors include, among other things, predictability of cash flows,
business strategy, industry position and contingencies. In determining our credit ratings. the rating agencies also
consider the liquidity position and credit ratings of Dynegy, our indirect parent company. Although these factors
are among those considered by the rating agencies, each rating agency may utilize different factors and may
calculate and weigh each factor differently.
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The challenges faced by Dynegy over the past several months have resulted in numerous credit rating
downgrades of Dynegy and its subsidiaries, including us, by the three major credit rating agencies. The ratings on
the senior unsecured debt issued by Dynegy Holdings. Dynegy’s primary financing subsidiary, are all well below
investment grade and remain on negative watch for further downgrades by all three major credit rating agencies.
Most recently. on November 26 and December 9, 2002, Standard & Poor’s and Moody's. respectively, lowered
their credit ratings for Dynegy and its subsidiaries. including us and our Mortgage Bonds. In taking their ratings
actions, these agencies cited concerns over, among other things. the level of cash flows that the restructured
Dynegy will be able to generate relative to its significant financial leverage, its ability to address its debt
obligations coming due over the next several years and uncertainties surrounding ongoing investigations and
litigation and the re-audit of Dynegy's 1999-2001 financial statements. As of the date of this offering
memorandum. these senior unsecured debt ratings for Dynegy Holdings were CCC+. Caa2 and B by Standard &
Poor’s, Moody's and Firch. respectively. Similarly, the ratings on our Mortgage Bonds have been downgraded to
below investment grade by all three major credit rating agencies and remain on negative watch for further
downgrades by all three major credit ratings agencies. As of the date of this offering memorandum, the ratings on
our Mortgage Bonds were B. B3 and BB- by Standard & Poor’s, Moody's and Fitch, respectively.

As of the date hereof, our credit ratings, as assessed by the three major credit rating agencies, were as

follows:
Standard .
) & Poor’'s Moody's Fitch
Sentorsecureddebr ... ... .. .. ... ... @ e e B B3 BB-
Seniorunsecurad debt ... ... * Caal B
Preferred SI0CK . ..o e e e CCC Ca CCC
Transitional funding truStnotES ... ...ttt e AAA Aaa AAA

®  Not rated.

A further downgrade of the outstanding indebtedness of Dynegy Holdings could likely result in a similar
downgrade of our indebtedness, including the Offered Bonds. Our non-investment grade status precludes our use
of Form S-3 under the Securities Act, limits our ability to refinance our debt obligations as they become due and
adversely affects our access to the capital markets. Qur non-investment grade status also will likely increase the
borrowing costs incurred in connection with any such actions. Our financial flexibility will likewise be reduced
as a result of, among other things, restrictive covenants and other terms typically imposed on non-investment
grade borrowers. In addition, it is currently anticipated that the terms of our refinanced or new credit facility will
be more stringent than the terms contained in our existing facility, and that such facility may be secured by
Mortgage Bonds or an interest in our assets that is equal in right of payment with the Offered Bonds. In addition,
we have been requested to provide letters of credit or other credit security to support certain business
transactions, including some of our purchases of natural gas and natural gas transportation. Because of the effect
of Dynegy’s credit ratings on our credit ratings, we cannot guarantee that our current credit ratings will be
maintained or that the negative effects of our non-investment grade status will be reduced.

Financial Obligations and Commercial Commitments

_We have entered into various financial obligations and commitments in the course of our ongoing
operations and financing strategies. Financial obligations are considered to represent known future cash
payments that the enterprise is required to make under existing contractual arrangements, such as debt and lease
agreements. These obligations may result from both general financing activities as well as from commercial
arrangements that are directly supported by related revenue-producing activities. Financial commitments
represent contingent obligations of the enterprise, which become payable only if certain pre-defined events were
to occur, such as funding financial guarantees.
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The following table provides a summary of our financial obligations and commercial commitments as of
December 31, 2001. This table includes cash obligations related to principal outstanding under existing debt
arrangements, decommissioning charges. operating leases and unconditional purchase obligations.

FINANCIAL OBLIGATIONS AND COMMERCIAL COMMITMENTS

Payvments dus hy period
Cash obligations™ Total 2002 2003 2004 2005 2006  Thereafter
(3 in millions)
Long-Term Debt 'V .. ... .. ... ... S1.130.3 $ 957 81900 $§ — $700 S ~— § 8246
Transitional Funding Teust Notes ** ... .. 604.3 864 6.4 864 864 864 172.8
Operating Leases ' .. ..... ... . ... 53 8 i T 7 N 2.2
Decommissioning Charges ¥ ......_. ... 149 5.0 5.0 49 — —_ —
Unconditional Purchase Obligations ® . . . .. [.091.8 4001 3614 3231 2.2 22 2.8
Total Contractual Cash Obiigations ....... 52.397.6 $588.0 56435 54151 S$1593 3853 §1.0024

|

*  Cash obligations herein are not disccunted and de not inciude related interest or accretion.

(1) Reflecss indebtedness issued pursuant 1o cur Mortgage. under which we generally are abie 1 issue debt secured by the Mortgage -
provided that (a) our “adjusied ner camings”™ are at least two timas our “annual interest requirements,” and (b) the aggregate amount of
indebtedness secured by the Mortgage does not exceed three-quarters of the origina] cost of the property subjected to the lien of the
Martgage. reduced to reflect property that has been retired or sold. We also generally can issue indebtedness in exchange for repurchased
and rerired indebtedness independent of whether these nwo tests are met. Aggregate principal outstanding under cur Mortgage Bonds
approximated $1.2 biilion at December 31. 2001, bearing interest ranging from 1.45% w0 7.5% per annum. A $95.7 miltion Morgage
Bond issue matured in Juty 2002. We also had one standby bond purchase facility in the aggregate principat ameunt of approximately
$150 million along with one-monti’s interest of approximately 52 million, which provided a backstop to the short-term remarketing of
our variable rate bonds. The facilicy related o cur Polluticn Control Series P, G, R Mortgage Bonds. We paid fees of .10% per anoum on
the full amount of the facility. [n the event of the inability 1o remarket the bonds during an interest reset, a bank syndicate would be
obligated to purchase all un-remarketed bonds. We would be required 1o purchase all un-remarketed bonds and pay the associated fees
ratably over a five-year period. On April 9. 2002, the indenture for that financing was amended 10 incorporate an additional rate setting
mechanism, the aucton rate mede. Please read “Liquidity and Capital Resources——Available Credit Capacity. Liguidiry and Debt
Manrites” above for further discussion.

(2y Does not reflect outstanding borrowings under our 3300 million revoiving bank credit facitity, which was converted to a term loar in
May 2002 and has since been considered short-term debt.

(3} Reflects the balance of 3364 miltion of Transitional Funding Trust Notes issued by Illinois Power Special Purpose Trust in December
1998 as aHowed under the Illinois Electric Utility Transition Funding Law in P.A. 90-651. Per annum interest on thesa notes averages
approximately 5.4%. We are retiring the principal outstanding under these notes through quarterly payments of $21.6 million through
2008.

(4) Our primary operating lease reflected above relates to our Material Distribution Facility, which is a2 commercial propetty lease for our
storage warehouse. This lease exptres in 2009. We also have a lease/sublease agreement on four gas tucbines located at the Tikton site.
We entered into the five-year lease. which is treated as an operating lease for accounting purposes and as 2 capital lease for tax purposes,
beginning in September 1999 with the option for renewal for two additional years. Beginning in October 1999, we subsequently sublet
the turbines to DMG. Therefore, the impact of this tease is not reflected in the above table. We are providing a minimum residual value
guarantee on the lease of approximately 369.6 million. At the expiration of the lease agreement, we have the option to purchase the gas
turbines. If we do not purchase the gas turbines, the turbines will be sold. We will be responsible for any shortfail if the sale proceeds are
less than $81 miilion up to our minimum residual value guarantee on the lease of 86 of the $81 million payment due, or $69.6 million.

{3} Reflects decommissioning charges associated with our former Clinton facility. For additional information, please read “Note 3-—Clinton
Impairment, Quasi-Reorganization and Sale of Clinton” to the audited financial statements included in our annuai report on Form 10-K
for the year ended December 31, 2001. :

(6} Reflects an unconditional power purchase obligation between us and DMG. The agreement requires us to compensate DMG for capacity
charges over the next three vears at a total contract cost of $974.7 million. We also have contracts on six interstate pipeline companies
for firm transportation and storage services for natural gas. These contracts have varving expiration dates ranging from 2002 o 2008, for
a total cost of $82.4 million. We also enter into obligations for the reservation of narural gas supply. These obligations generally range in
duration from one to five months and require us to pay reservation charges. The cost of the agreements is $34.7 million. As of September
30. 2002, these contracts now have varying expirations dates ranging from 2003 to 2012 for a total cost of $122 million. The costs
associaled with these contracts are a compenent of our revenue requirements under our rate-making process.

In addition to the unconditional purchase obligations described above, we have entered into contracts
that stipulate fixed payments for the supply of energy as well as variable payments for the reimbursement of
operating costs. The costs associated with these arrangements are a component of our revenue requirements
under our rate-making process.
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Contingent Financial Obligarions  We have 5.1 million in surety bonds outstanding as of
December 31. 2001, which expire in 2003.

Pension Plan Assets

As aresult of general declines in the financial markets, the return on pension plan assets for the Dynegy
Inc. Master Retirement Trust. which includes the assets related to our pension pians. was a negative 14% for the
nine monihs ended September 30. 2002, These negaiive returns have reduced plan assets during 2002 to levels
that will likely fall below projected plan obligations at vear end. If the plan is underfunded at year end, we have
two altematives, The first alternative is to contribute cash to the plan in an amount equal to the underfunded
amount. The second alternative is to establish a liability equal to the underfunded amount and prepaid pension
asset with the offset being an after-tax reduction in shareholder’s equity. Determination of any underfunded
amount will be made at year end 2002 and will be dependent on the actual return on pension plan assets for 2002.
the discount rate assumption. which depends on year-end interest rates, and actual participant numbers. We do
not believe that any such determination will have a material effect upon our financial condition and results of
operations. '

Dividends

Under our Restated Articles of Incorporation. common stock dividends are subject to the preferential
rights of the holders of preferred and preference stock. We are also limited in our payment of dividends by the
Illinois Public Urilities Act. which require retained eamings equal to or greater than the amount of any proposed
dividend declaration or payment. The Federal Power Act precludes declaration or payment of dividends by
electric utilities “out of money properly stated in a capital account,” In addition. the ICC generally may prevent
us from paying dividends if it determines that our capital is or would be impaired. At September 30, 2002, we
had retained earnings of approximately 5368 million. Our retained earnings balance is expected to be sufficient
during 2002 to support payment of all scheduled preferred dividends. For the nine months ended September 30,
2002, we have paid preferred stock dividends of $1.7 million. On March 28, 2002, we declared and paid common
stock dividends of 50.5 million to [llinova. Additionally, the ICC's October 23, 2002 order relating to our netting
agreement with Dynegy prohibits us from declaring and paying any dividends on our common stock until such
time as our Mortgage Bonds are rated investment grade by both Mooedy’s and Standard & Poor’s and requires
that we first obtain approval for such payment from the ICC.

The ICC’s October 2002 order authorized us to provide funds to Illinova to enable it to make interest
payments due in February and August 2003 and February 2004 on its senior notes, but only if and only to the
extent that Illinova is unable to obtain the necessary funds from Dynegy or another source. The amount of each
of these three scheduled interest payments is approximately $3.6 million. With respect to the February 2003
interest payment on Illinova’s senior notes, the ICC order authorizes us to advance funds directly to DTC, for the
account of {llinova, for the payment of interest on the senior notes. Ilinova is to repay us within 30 days with
interest at an annual rate of 7.5%. If Hllinova fails to repay us within 30 days, we may rely on the netting
agreement to offset this unpaid amount against other amounts we owe to Dynegy. With respect to the August
2003 and February 2004 interest payments, the ICC order authorizes us to provide funds to Tllinova by '
repurchasing shares of our 7.75% series 350 par value preferred stock, which is callable by us in whole or in part
at any time after July 1, 2002. Illinova holds approximately 95% of the shares of our 7.75% series preferred
stock.

Relationship With Dynegy

We are an indirect wholly owned subsidiary of Dynegy. Dynegy has recently experienced a number of
events that have had a severely negative effect on its operating results, liquidity and public confidence in its
ability 1o meet its debt and other obligations and its long-term business strategy. all of which are reflected in

continuous declines in the market price of Dynegy’s debt and equity securities. Also weighing on public
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confidence is Dynegy’s previous announcement that PricewaterhouseCoopers LLP would re-audit Dynegy's
2001 financial statements as part of the previously announced 200! restztement process. Dynegy later announced
that PricewaterhouseCoopers LLP would expand its re-audit to include Dynegy’s 1999 and 2000 financial
statements, PricewaterhouseCoopers LLP will not re-audit our financiai results for these periods except to the
extent necassary 1o support its re-audit of Dynegy’s tinancial statements. We do not expect
PricewaterhouseCoopers LLP’s ra-audit of Dyregy’s financial statemenzs to atfect our financial statements for
1999 through 200t.

Due to our relationship with Dyvnegy. adverse developments or announcements concerning Dynegy have
affected and could continue to affect our ability to access the capital markerts and to otherwise conduct our
business, Racent effects include the termination of a Julv 2002 Mormgage Bond offering and increased
collateralization requirements as a result of declining credit ratings. We are particularly susceptible to
developments at Dynegy because we rely on an unsecured intercompany note receivable tfrom [llinova
Corporation. our direct parent and a Dynegy subsidiary. for a substantial portion of our net cash provided by
operating activities. Further, the financial condition of Dynegy could impact the collectibility of the principal
balance of the note receivable. '

We periodically review the collectibility of the asset represented by the intercompany note receivable
from Illinova. As a result of the continuing uncertainty of the financial and liquidity situation of Pynegy and
following the recent deterjoration in Dynegy’s credit ratings, we have reassessed under FAS 14 the realizable
value of the intercompany note receivable as of the date of this offering memorandum. Management performed
an analysis w measure impairment based on the expected future cash flows discounted at the intercompany note
receivable’s etfective interest rate of 7.3%¢ in accordance with FAS 114, This interest rate does not incorporate
the borrower’s current credit risk profile and, consequently, the resulting carrying amount of the note receivable
will not represent market vatue. This analysis was based on the probability weighting of multiple cash flow
scenarios. including principal and interest payments based on the contractual terms and bankruptcy (both
liquidation and reorganization). Under present circumstances, we believe that a non-cash writedown of up to 10%
of the 32.3 billion principal amount of the intercompany note would be appropriate. Measuring any potentia
impairment requires judgment and estimates and the evenmal outcomes may differ from those estimates.
Management will continue to assess the factors affecting this analysis through the remainder of the fourth quarter
and the amount of the writedown ultimately recorded could be higher or lower than the current estimate based
upon changes in Dynegy’s circumstances. The final determination regarding the amount and need for a
writedown will not be made until our audited financial statements are published for the year ended December 31,
2002. This non-cash adjustment will not have any effect on Illinova's obligations to continue to service the
intercompany note in accordance with its terms. We do not believe that the writedown as currently estimated
would result in an obligation to make refunds to our retail electric customers under the applicable Illinois return
on equiry ceiling test or upon our ability to continue to comply with the financial covenants in our $300 million
term loan or the Tilton lease financing. Also, the writedown would not affect the financial statements of our

" parent company because of the imtercompany nature of the obligation. Plzase read the risk factor titled “Our
sources of cash may be insufficient to satisfy our ongoing liquidity requirements” for further discussion.

If Tllinova fails to make timely payment to us of interest due on the intercompany note, or, even if
Lllinova continues to make timely payment to us of such interest, if further declines occur in Dynegy’s liquidity
position or the marker value of its assets relative to its consolidated indebtedness, we counld be required to further
reduce the cartying value of the intercompany note on our consolidated balance sheet. A larger downward
adjustment could. among other things, cause a sufficient increase in our return on equity so as to require
customer refunds pursoant to the Customer Choice Law. We currently estimate that a write off of the entire
intercompany note receivable would result in an approximate $14 millien refund for 2005 payable in 2006 and an
approximate 5335 million refund for 2006 payable in 2007. However, the amount of any required refunds could be
materiaily higher than these estimates based on our actual future operating and financial results, particularly if we
were to receive interest payments on the intercompany note subsequent to a write off of the entire intercompany
note. A larger adjustment also could result in the acceleration of our obligations under our $300 million term loan
and our Tilton lease financing and limit our ability to incur additional indebtedness in the future.
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Dyvnegy stated in its third quarter 2002 Form 10-Q that if it is unable to execute the remaining elements
of its strategy, it may be forced to consider other strategic alternatives including a possible reorganization under
the protection of federal bankruptcy laws. Please read Dynegy's Form 10-Q for the quarter ended September 30.
2002 for additional discussion of the issues affecting and that could affect Dynegy and its subsidiaries, including
us. Please also read the risk tactor titled A bankruptey filing by Dvnegy could tead to our own bankruptcy filing
and would matertally adversely atfect our ability to make payments on the Offered Bonds™ for further discussion.

Sale of Transmission Assets

On October 9. 2002, we announced that we had agreed to sell our electric transmission assets to Trans-
Elect. an independent ransmission company, for $239 million before income tax and other deductions. The net
proceads of this sale after income taxes and other transaction expenses are expected to be approximately $180
muillion. The net book value of these assets is estimated to be approximately $143 miilion at September 30, 2002.
Facilities to be included are expected 10 be 1,687 circuit miles of 343 000-volt and | 38.000-volt transmission
lines, 20 transmission substations and the wansmission assets within an additional 40 substations. We will retain
our 37.708 circuit miles of overhead and underground lines and associated substations that comprise our electric
distribution system throughout Central and Southern Hlinois.

The transaction is expected to close in the first half of 2003, subject to required approvals from the SEC.
the Federal Trade Commission, the ICC and the FERC, as well as other closing conditions. With respect to the
FERC, the sale is conditioned on its approving the levelized rates application to be filed by Trans-Elect seeking a
13% return on equity (based on a capital structure of equal portions of debt and equity), which results in a '
significant increase in transmission rates over the rates we currently charge. If the FERC does not approve
levelized rates in substantially the form and amount sought by Trans-Elect, then Trans-Elect will not be obligated
to close on the sale pursuant to the parties’ signed asset purchase'agreemem. As a result of our credit ratings, the
asset purchase agreement requires us to post a $10 million letter of credit at closing in support of our obligations
under the agreement.

The purchase price is subject to adjustment with respect to certain items, including final agreement as to
the precise transmission assets to be sold, any variance in the assumed amount of inventory on hand and the
amount of accounts payable at closing. A change in interest rates from those estimated by Trans-Elect in
contemplating its financing for the saie also could cause an adjustment to the purchase price or postponement of
the closing, at our option. These interest rates are dependent in part on our credit ratings because we will initially
provide approximatety 60% of Trans-Elect's revenues. In addition. if Trans-Elect is unable to complete the
financing of the sale in whole or in part because of an adverse credit event affecting our ability to perform our
obligations under the asset purchase agreement, Trans-Elect may terminate the agreement. There can be no
assurance that the proposed sale of our electric transmission assets to Trans-Elect will be consummated.

The pre-tax gain on the sale is estimated to be approximately $90 million and will be recorded upon the
closing of the ransaction. In addition, as a result of the sale, we expect to accelerate approximately $90 miilion
of regulatory asset amortization. The sale, if approved, is expected to reduce our annual operating income by
approximately $15.4 million and our annual EBITDA by approximately $46.0 million. However, after giving
effect to the expected reduction in capital expenditures otherwise required for the operauon of these assets, we
believe that the net cash flow effect of the sale on us will be minimal.

Upon transfer of ownership of these transmission facilities, we will contract for use of such facilities on
the same basis as other transmission customers. Trans-Elect will participate in a FERC-approved RTO under the
same Tonditions that would have applied to us. On December 16, 2002, Trans-Flect announced that it intends to
file with the FERC for approval to join the MISO. If the FERC approves of Trans-Elect’s joining the MISO, we
would be required to post a letter of credit of up to approximately $37 million at closing. depending on our credit
ratings, to support our transmission payment obligations. In addition, we expect to file to join the MISO in the
near future. Agreements between us and Trans-Elect will provide continued interconnection of the existing
distribution and transmission systems and for joint use of shared facilities, such as existing substations and poles
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that support both transmission and distribution equipment. In addition. we will provide services to operate and
maintain the transmission system sold to Trans-Elect for an initial period of five years.

Factors Affecting Future Operating Results

Our financial condition and results of operations in the fourth quarter of 2002 and bevond may be
significantly atfected by a number of factors. including:

*  our ability to successfully consummate the Trans-Elect transaction:

*  our ability to exgcute our business strategy of delivering reliable transmission and distribudon
services in a cost-etfective manner:

*  ourability 1o address our significant leverage given our non-investment grade status, lack of
borrowing capacity and relationship with Dynegy:

*  the effects of past or future regulatory actions. including Illinois power market deregulation and,
specifically, “diract access™ on our electric business;

*  our ability o receive payments under our intercompany note recewab[e and to otherwise receive
continued performance under our arrangements with Dyvnegy;

*  our ability ro maintain or improve our credit ratings:
*  the effects of weather on our electric and gas business: and

*  ourability to secure power and natural gas for our electric and gas customers,

Please read “Forward-Looking Statements™ above for additional factors that could impact future
operating results.

Regulatory Matters
Fossil Generation Transfer

In August 1999, the FERC, under Part 205 of the Federal Power Act, approved our filing to put into
place a power purchase agreement between our company and Illinova Power Marketing Inc. In September 1999,
the FERC. under Part 203 of the Federal Power Act, approved our filing to transfer our wholly owned fossil
generating assets to our parent, Illinova. and subsequently its affiliate. Olinova Power Marketing. These
approvals. along with the previously received approval from the ICC. satisfied all regulatory requirements related
to the formation of Illinova Power Marketing and the transfer to [Ilinova Power Ma:kenntr of our non-nuclear
generating assets.

In October 1999, our wholly owned fossil generating assets and other generation-related assets and
lzabilities were transferred at book value to Illinova in exchange for an unsecured note in the amount of $2.8
billion. Nlinova then contributed these assets to DMG (formerly Illinova Power Marketing). During 2001,
approximately $9.3 million of additional fossil generation-related assets were transferred and the unsecured note
receivable was adjusted accordingly. The note between our company and Iinova matures September 30, 2009
and bears interest at an annual rate of 7.5%, payable semiannually on the first day of April and October each
year. At September 30, 2002, principal outstanding under this note receivable was approximately $2.3 billion
with no accrued interest. Please read the risk factor titled “We are particularly susceptible to developments at
Dynegy because we rely on an unsecured note receivable from Hlinova for a substanual portion of our net cash
provided by operating activities™ for further discussion.

We negotiated a power purchase agreement with DMG to provide us with continued energy supply from
the transferred fossil generating assets. The power purchase agreement became effective on October 1, 1999 and
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has a primary term that continues through December 31, 2004, with provisions to extend the agreement thereafter
on an annual basis, subject to concurrence by both parties and regulatory approval. The power purchase
agreement defines the terms and conditions under which DMG provides capacity and energy to us, using a tiered
pricing structure. An amendment to the power purchase agreement was filed by DMG on October 16, 2000, and
received the FERC's approval on November 16, 2000. The amendment adjusts the prices and quantities for
energy and capacity to be provided under the power purchase agreement by DMG to us, effective January 1,

2001 through the end of 2004,

The power purchase agreement specifies that we are responsible for dispatching DMG's generating
units recognizing specified design limits on unit operation. We will generally follow the principles of economic
dispatch, while fulfilling our obligation to maintain adequate reliability of our transmission system. If we
dispatch the generating units out of economic order for reliability purposes. we compensate DMG for the
associated cost. We provide load schedules to DMG and may be required to compensate DMG for
overscheduling. DMG is required to provide planned outage schedules for the generating units to us and must
consider our reliability needs in developing the schedules.

DMG is responsible for adequately maintaining its generating capacity, obtaining necessary licenses and
permits, maintaining minimum levels of insurance coverage, procuring fuel and reporting certain performance’
data. The power purchase agreement also specifies metering, billing. dispute resolution procedures and defines
force majeure conditions.

T
.

Please read the risk factor titled “We depend upon long-term arrangements with third parties, including
Dynegy, for substantially ail of the power we purchase for resale to our customers” for further discussion of the
power purchase agreement with DMG.

For a discussion of additional regulatory matters affecting our company, please read “Business—Open
Access and Competition.”

Power Supply and Reliability

During 2000 and 2001, We secured our power requirements through power purchase contracts. For
further discussion, please read “Note 3—Clinton Impairment, Quasi-Reorganization and Sale of Clinton” and
“Note 4—Related Parties” to the audited financial statements included in our annual report on Form 10-K for the
year ended December 31, 2001.

Other Matters
Competition

Competition has become a dominant issue for the electric utility industry. It is a significant departure
from traditional regulation in which public utilities have a universal obligation to serve the public in return for
protected service territories and regulated pricing designed to allow a reasonable return on prudent investments
and recovery of operating costs. The enactment of the Energy Policy Act of 1992 authorized the FERC to’
mandate wholesale wheeling of electricity by utilities at the request of certain authorized generating entities and
electric service providers. Wheeling is the transport of electricity generated by one entity over transmission and
d15tnbuuon lines belonging to another entity. Retail wheeling involves the transport of electricity to end-use
customers. The Energy Policy Act currently precludes the FERC from mandating retail wheeling.

Competition also arises from municipalities seeking to extend their service boundaries to include
customers being served by utilities. The right of municipalities to have power wheeled to them by utilities was
established in 1973. We have been obligated to wheel power for municipalities and cooperatives in our territory
since 1976.
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Further competition may be introduced by state action, as has occurred in lllinois, or by federal
regulatory action. P.A, 90-561, Illinois electric utility restucturing legislation, was enacted in December 1997
and amended in 2002.

Seasonality

Cur revenue and operaling margin are impacted by seasonal factors that affect sales volumes of
electriciry and gas. Typically, revenues from sales of electricity are higher in the summer months resulting from
the summer cooling season: whereas, gas revenues are higher in the winter months resulting from the winter
heating season.

Effect of Inflation

Although our operations are affected bv general economic trends, we do not believe inflation has had a
material effect on our results of operations.

Manufactured Gas-Plants

Please read “Note 5—Commitments and Contingencies” to the audited financial statements included in
our annual report on Form 10-K for the year ended December 31, 2001 for a discussion of our manufactured gas
plant liabilities.

Environmental Matters

Please read “Note 5—Commitments and Contingencies™ to the audited financial statements included in
our annual report on Form 10-K for the year ended December 31, 2001 and to the unaudited financial statements
included in our quarterly report on Form 10-Q for the quarter ended September 30, 2002 and “Business—
Environmental Matters” for a discussion of environmental matters that impact or could potentizlly impact us.

Tax Matters

Please read “Note 8—Income Taxes™ to the audited financial statements included in our annual report
on Form 10-K for the year ended December 31, 2001 for a discussion of effective tax rates and other tax issues.

Business Risk-Management Assessment

Our operating results may be impacted by commedity price fluctuations for electricity used in supplying
+ Service 10 our customers. We have contracted with AmerGen and DMG to supply power via power purchase
agreements that expire at the end of 2004. Should power acquired under these agreements be insufficient to meet
our load requirements, we will have to buy power from third parties at current market prices. The power purchase
agreements with DMG obligates DMG to provide power up to the reservation amount, and at the same prices,
even if DMG has individual units unavailable at various times. The power purchase agreement with AmerGen
does not obligate AmerGen to acquire replacement power for us in the event of a curtailment or shutdown at
Clinton. Under a Clinton shutdown scenario, to the extent we exceed our capacity reservation with DMG, we will
have to buy power at current market prices. Such purchases would expose us to commodity price risk. As
discussed above, P.A. 90-561 was amended to extend the retail electric rate freeze for two additional years,
through 2006. We have begun discussions to establish power purchase agreements to cover this period, including
the possible modification or extension of our existing power purchase agreements.

The ICC determines our delivery rates for gas service. These rates have been designed to recover the
cost of service and allow shareholders the opportunity to earn a reasonable rate of return. The gas commodity is a

pass through cost to the end-use customer and is subject to an annual ICC prudence review. Future natural gas
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sales will continue to be affected by an increasingly competitive marketplace. changes in the regulatory
environment, transmission access, weather conditions, gas cost recoveries. customer conservation efforts and the
overall economy. Price risk associated with our gas operations is mitigated through contractual terms applicable
1o the business. as allowed by the ICC. We apply prudent risk-management practices in order 10 minimize these
market risks. Such risk management practices may not fully mitigate these exposures.

- Prior to the Dynegy-Illinova merger in February 2000, we periodically utilized jnterest rate derivatives
(principally interest rate swaps and caps) to adjust the portion of our overall borrowings subject to interest rate
risk. As of September 30. 2002 and December 31, 2001. there were no interest rate derivatives outstanding.

Our market risk is considered as a component of the entity-wide risk- management policies of our
indirect parent company. Dyvnegy. Dynegy measures entity-wide market risk in its financial trading and risk-
management portfolios using Value at Risk. Additional measures are used to determine the treatment of risks
outside the Value at Risk methodologies, such as market voladlity, liquidity. event and correlation risk.

Certain Critical Accounting Policies

We pericdically review the collectibility of the asset represented by the intercompany note receivable
from Illinova. As a result of the continuing uncertainty of the financial and iiquidity situation of Dynegy and
following the recent deterioration in Dynegy’s credit ratings, we have reassessed under FAS 114 the realizable
value of the intercompany note receivable as of the date of this offering memorandum. Management performed
an analysis to measure impairment based on the expected future cash flows discounted at the intercompany note
receivable’s effective interest rate of 7.5% in accordance with FAS 114. This interest rate does not incorporate
the borrower’s current credit risk profile and, consequently, the resulting carrying amount of the note receivable
will not represent market value. This analysis was based on the probabiiity weighting of multiple cash flow
scenarios, including principal and interest payments based on the contractual terms and bankruptey (both
liquidation and reorganization). Under present circumstances, we believe that a non-cash writedown of up to 10%
of the $2.3 billion principal amount of the intercompany note would be appropriate. Measuring any potential
impairment requires judgment and estimates and the eventual outcomes may differ from those estimates.
Management will continue to assess the factors affecting this analysis through the remainder of the fourth quarter
and the amount of the writedown ultimately recorded could be higher or lower than the current estimate based
upon changes in Dynegy’s circumstances. The final determination regarding the amount and need for a
writedown will not be made until our audited financial statements are published for the year ended December 31,
2002. This non-cash adjustment will not have any effect on Illinova’s obligations to continue to service the
intercompany note in accordance with its terms. We do not believe that the writedown as currently estimated
would result in an obligation to make refunds to our retail electric customers under the applicable Illinois return
on equity ceiling test or upon our ability to continue to comply with the financial covenants in our $300 million
term loan or the Tilton lease financing. Also, the writedown would not affect the financial statements of our
parent company because of the intercompany nature of the obligation. Please read the risk factor titled “Our
sources of cash may be insufficient to satisfy our ongoing liquidity requirements™ for further discussion.

For a discussion of our other critical accounting policies, please read “Management’s Discussion and
Analysis of Financial Condition and Results of Operations——Accounting Matters” in our annual report on Form
10-K for the year ended December 31, 2001. e
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BUSINESS
General

We were incorporated under the laws of the State of llinois on May 23. 1923 and are headquartered in
Decagur. Illinois. We have publicly traded shares of preferred stock outstanding, but all of the issued and
outstanding shares of our common stock are owned by Illinova Corporation. On February 1. 2600, llinova and
its subsidiaries. including us. were acquired by Dynegy Inc. The transaction involved the creation of a new
holding company. now known as Dvnegy Inc.. and two separate but concurrent mergers. As a result.of these two
mergers. in which wholly owned subsidiaries of Dvnegy [nc. merged with and into the former Dynegy and
Illinova. respectively, lllinova and the former Dynegy continue to exist as wholly owned subsidiaries of Dynegy
Inc. Dvnegy is beadquartered in Houston. Texas.

We are engaged in the transmission. distribution and sale of electric energy and the distribution.
transportation and sale of narural gas in the State of Illinois. We are atfected by changes in the electric utility
industry driven by regulatory and legislative initiatives to introduce competition and end monopoly franchises.
One of these changes, “direct access.” provides customers the freedom to purchase electricity from alternate
suppliers. In December 1997, electric regulatory restructuring legislation providing for “direct access,” among
other things, was enacted by the Iinois General Assembly. For a more detailed discussion of these
developments, please read “— Open Access and Competition” below.

Customer Data

The territory we serve comprises substantial areas in Northern. Central and Southern Ilinois, including
I'1 cities with populations greater than 30,000 and 27 cities with populations greater than 10,000 (2000 U S.
Census Bureau's Redistricting Data). We supply electric service at retaii to an estimated aggregate population of
1,372,000 in 311 incorporated municipalities, adjacent suburban and rural areas, and numerous unincorporated
communities and retail natural gas service to an estimated population of 1,019,000 in 266 incorporated
municipalities and adjacent areas. We hold franchises in ail of the 311 incorpeorated municipalities in which we
furnish retail electric service and in all of the 266 incorporated municipalities in which we furnish retail gas
service. At January 3, 2002, we served 588,765 active electric customers (billable meters) and 412,142 active gas
customers (billabie meters). These numbers do not include customers served by non-metered equipment, such as
street lights. Sales of electricity and gas and transportation are affected by seasonal weather patterns; therefore,
operating revenues and associated operating expenses are not distributed evenly during the year. No customer
accounted for 10% or more of our consolidated revenues in 2001.

Electric Business
Overview

We supply electric service at retail to residential, commercial and industrial consumers in substantial
portions of northern, central and southern Hlinois. Electric transmission service is also supplied to numerous
utilities, municipalities and power marketing entities. :

Our highest system peak hourly demand (native retaii load) in 2001 was 3,475,000 kW on July 23,
2001. This compares with our record high system peak hourly demand (native retail load) of 3,888,000 kW on
July 29, 1999, .

We are a participant, together with Ameren—Union Electric Company, referred to as “AmerenUE,” and
Ameren—Central Iilinois Public Service Company, referred to as “AmerenCIPS,” in the Illinois-Missouri Power
Pool, which was formed in 1952. The Illinois-Missouri Power Pool operates under an interconnection agreement
that provides for the interconnection of transmission lines. This agreement has no expiration date, but any party
may withdraw from the agreement on 36 months’ written notice. We, AmerenCIPS and AmerenUE have
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contracted with the Tennessee Valley Authority for the interconnection of its system with those of our three
companies. The contract addresses power purchase provisions among the parties and other working
arrangements. This contract has no expiration date. but any party may withdraw tfrom the agreement on five
years' written notice.

We also have interconnections with Indiana-Michigan Power Company, Commonwealth Edison
Company. Central Illinois Light Company. MidAmerican Energy Corporation, Louisville Gas & Electric,
Southern [llinois Power Cooperzative, Electric Energy Inc. and the City of Springfield. [llinois.

We are 2 member of the Mid-America Interconnected Network. one of ten regional reliability councils
established to coordinate plans and operations of member companies regionally and nationally.

Fossil Generation

On August 24, 1999, the FERC, under Part 203 of the Federal Power Act, approved our filing to put into
place a power purchase agreement between Illinois Power and Hlinova Power Marketing Inc. Also, on September
10, 1999, the FERC, under Part 203 of the Federal Power Act, approved our filing to transfer all of our wholly
owned fossil generating assets to [llinova. These approvals, along with the previously received approval from the
ICC, satisfied all regulatory requirements related to the formation of Hlinova Power Marketing and the transfer to *
Illinova Power Marketing of our wholly owned fossil generating assets. On October 1, 1999, we transferred all of
our wholly owned fossil generating assets to Illinova, at book value. in exchange for a note receivable. [llinova
subsequently contributed these assets and certain liabilities to Illinova Power Marketing, which was later
renamed Dynegy Midwest Generation. The power purchase agreement became effective on October 1, 1995 and
has a primary term that continues through December 31, 2004, with provisions to extend the agreement thereafter
on an annual basis, subject to concurrence by both parties. The power purchase agreement defines the terms and
conditions under which DMG provides capacity and energy to us using a tiered pricing structure. An amendment
to the power purchase agreement was filed by DMG on October 16, 2000 and received the FERC’s approval on
November 16, 2000. The amendment adjusts the prices and quantities for energy and capacity to be provided
under the power purchase agreement by DMG to us, effective January 1, 2001 through the end of 2004.

Nuclear Generation

On April 15, 1999. we announced that we had reached an interim agreement with AmerGen whereby
AmerGen would purchase and operate Clinton and we would buy at least 30% of the plant’s electricity output in
1999 and at least 75% during the years 2000 through 2004,

On December 15, 1999, we completed the sale of Clinton to AmerGen. Basic terms for the sale were
unchanged from a definitive agreement announced on July 1, 1999. AmerGen paid Illinois Power $12.4 million
for the plant and property and assumed responsibility for operating and ultimately decommissioning Clinton.

We agreed to ransfer to AmerGen the existing decommissioning trust funds in the amount of $98.5
million on the sale closing date and to make an additional payment of $113.4 million to the decommissioning
trust funds. In addition, we agreed to make five annual payments of approximately $5.0 million through 2004 to
the decommissioning trust funds, of which two payments have been made through December 2001. For more
information on Nuclear Generation, please read “Note 3—Clinton Impairment, Quasi-Reorganization and Sale of
Clinton” to the audited financial statements included in our annual report on Form 10-K for the year ended
Decersber 31, 2001.

Power Supply

Qur transfer of our wholly owned fossil generating assets to Illinova and the December 1999 sale of
Clinton to AmerGen changed the method by which we obtain our electricity to supply our retail customers. In
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conjunction with the aforementioned events. we entered into power purchase agreements with Illinova Power
Marketing, which was later renamed Dynegy Midwest Generation, and AmerGen in order to meet our service
obligations under the Itlinois Public Urtilities Act. These agreements secure our energy requirements at pre-
determined rates. The AmerGen power purchase agreement was entered into pursuant 1o the tarms of the Clinton
asset sale agreement. which obligates us to purchase at least 75% of Clinton’s electricity output through 2004 at
fixed prices that exceed current and projected wholesale prices. The DMG power purchase agresment obligates
DMG to provide capacity and energy to us through at feast December 31. 2004 using a tiered pricing structure.

We believe we have provided for adequate power supply for our expected load plus a reserve supply
above that expected level. Should power acquired under these agreements be insufficient to meet our load
requirements. we will have to buy power from third parties at current market prices. The power purchase
agreement with DMG obligates DMG to provide power up to the reservation amount even if DMG has individual
units unavailable at various iimes. The power purchase agreement with AmerGen does not obligate AmerGen to
acquire replacement power for us in the event of a curtailment or shutdown at Clinton. Under a Clinton outage
scenario. 1o the extent we exceed our capacity reservation with DMG. we will have to buy power at current
market prices. Volatility of the power market could affect the prices at which we would purchase any such
necessary power. For more information on Clinton and the AmerGen power purchase agreement, please read
“Note 3—Clinton Impairment. Quasi-Reorganization and Sale of Clinton™ to the audited financial statements
included in our annual report on Farm [0-K for the vear ended December 31, 2001. Eor more information on the
DMG power purchase agreement. please read “Management's Discussion and Analysis of Financial Condition
and Results of Operations—Reagulatory Matters™ above and “Note 4—Related Parties” to the audited financial
statements included in our annual report on Form 10-K for the year ended December 31, 2001. ‘

Construcrion Program

To meet anticipated construction needs, we have used internally generated funds and external
financings. The timing and amount of external financings depend primarily on economic and financial market
conditions, cash needs and capitalization ratio objectives. For more information on our liquidity, please read
“Note 6—Revolving Credit Facilities, Letters of Credit and Short-Term Loans” to the audited financial
statements included in our annual report on Form 10-K for the year ended December 31, 2001 and
“Management’s Discussion and Analysis of Financial Coudition and Results of Operations—Liquidity and
Capital Resources” above.

Gas Business
Overview

We supply retail natural gas service to residential, commercial and industrial consumers in substantial
portions of northem, central and southern Illinois. We do not sell gas for resale.

Our rate schedules contain provisions for passing throughto our gas customers increases or decreases in
the cost of purchased gas. For information on revenue and energy costs. please read the sub-caption “Revernue
Recognition and Energy Cost” of “Note 1-—Summary of Significant Accounting Policies” to the audited
financial statements included in our annual report on Form 10-K for the year ended December 31, 2001.

We have seven underground gas storage fields having a capacity at December 31, 2001 of
approximately 11.6 Billion Cubic Feet, or BCF, and a total deliverability on a peak day of about 289,000
Thousand Cubic Feet, or MCF. In addition to the capacity of the seven underground storage fields, we had
contracts with natural gas pipelines at December 31. 2001 for 5.1 BCF of underground storage capacity and a
total deliverability on a peak day of 93,000 MCF. Operation of underground storage permits us to increase
deliverability to our customers during peak load periods by taking gas into storage during the off-peak months.
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We experienced cur 2001 peak-day send out of 566,461 million British thermal units, referred to as
“MMBuu,” of natural gas on January 2, 2001. This compares with our record peak-day send out of 857,324
MMBtu of patural gas on January 10, 1982,

Gas Supply and Transportation

-We have contracts on six interstate pipelines for firm transportation and storage sarvices. These
contracts have varying expiration dates ranging from 2002 to 2012, We also enter into contracts for the
acquisition of natural gas supply ranging in duration from one to five months.

Environmental Matters

We are subject to regulation by certain federal and Illinois authorities with respect to environmental
matters and may in the future become subject to additional regulation by such authorities or by other federal,
state and local governmental bodies. We do not expect that our compliance with any such environmental
regulations will have a material adverse effect upon our capital expenditures, eamings or competitive position.
Please also read “Legal Proceedings—U.S. Environmental Protection Agency Complaint™ se¢ forth in our annuat
report on Form 10-K for the vear ended December 31, 2001.

Manufacrured Gas Plant Sites

We previously operated two dozen sites at which synthetic gas was manufactured from coal. Operation
of these manufactured gas plant sites was generally discontinued in the 1950s when natural gas became available
from interstate gas transmission pipelines. Many of these manufactured gas plant sites were contaminated with
residues from the gas manuiacturing process. Although we estimate our liability for manufactured gas plant site
remediation to be approximately $53 million for our remaining 22 manufactured gas plant sites, because of the
unknown and unique characteristics at each site, we cannot currently determine our ultimate liability for
remediation of the sites. In October 1995, we initiated litigation against a number of our insurance carriers.
Settlement proceeds recovered from these carriers offset a portion of the estimated manufactured gas plant
remediation costs and are credited to customers through the tariff rider mechanism that the ICC previously
approved. Cleanup costs in excess of insurance proceeds are considered probable of recovery from our electric
and gas cusiomers.

Electric and Magnetic Fields

The possibility that exposure to electric and magnetic fields, referred to as “EMFs.” emanating from
power lines. household appliances and other electric sources may result in adverse health effects continues to be
the subject of governmental, medical and media attention. Two major scientific studies concluded in 1999 failed
to demonstrate significant EMF health risk; however, a definitive conclusion may never be reached on this topic,
and future impacts are unpredictable. Therefore, we continue to compile the latest research information on this
topic. At the same time, we conduct EMF monitoring in the field when customers express a concern. Written
materials explaining the perceived hazards are also available to the public.

Other Issues

Hazardous and non-hazardous wastes generated by us must be managed in accordance with federal
regulatigns under the Toxic Substances Control Act, referred to as the “TSCA,” the Comprehensive
Environmental Response, Compensation and Liability Act and the Resource Conservation and Recovery Act,
referred 10 as the "RCRA." and additional state regulations promulgated under both RCRA and state law.
Regulations promulgated in 1988 under RCRA govemn our use of underground storage tanks. The use, storage
and disposal of certain toxic substances, such as polychlorinated biphenyls in electrical equipment, are regulated
under the TSCA. Hazardous substances used by us are subject to reporting requirements under the Emergency
Planning and Community-Right-To-Know Act. The State of Illinois has been delegated authority for
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enforcement of these regulations under the Illinois Environmental Protzction Act and state statutes. These
requirements impose certain monitoring. record keeping. reporting and operational requirements that we have
implemented or are implementing to assure compliance. We do not anticipate that compliance will have a
material adverse impact on our financial position or results of operations.

Research and Development

Research and development expenditures were approximately 5.1 million for each of 2001 and 2000,
down considerably from the S4.4 million spent in 1999. Expenditures :n 1999 were primarily focused on the
wholly owned generating assets. Qur wholly owned generating assets were transferred or sold in 1999;
consequentiv. research und development expenditures decreased accordingly.

Open Access and Competition

Competition has become a dominant issue for the electric utility industry. It is a significant departure
from traditional regulation in which public utilities have a universal obligation to serve the public in return for
protected service territories and regulated pricing designed to allow a reasonable return on prudent investment
and recovery of operating costs. The enactment of the Energy Policy Act of 1992 authorized the FERC to
mandate wholesale wheeling of electricity by utilities at the request of cartain authorized generating entities and
electric service providers. Wheeling is the transport of electricity generated by one entity over transmission and
distribution lines belonging to another entity. Retail wheeling involves the transport of electricity to end-use
customers. The Energy Policy Act currently prectudes the FERC from mandating retail wheeling.

Competition arises from municipalities seeking to extend their service boundades to include customers
being served by utilities. The right of municipalities to have power whezled to them by utilities was established
in 1973. We have been obligated to wheel power for municipalities and cooperatives in our territory since 1576.

Further competition may be introduced by state action, as has occurred in IHlinois, or by federal
regulatory action. P.A, 90-561, 1llinois electric utility restructuring legislation, was enacted in December 1997,
Some of the major effects of this and subsequent legislation are noted in the following paragraphs.

PA. 90-561 - Rate Adjustment Provisions P.A. 90-561 gave our residential customers a 15%
decrease in base electric rates beginning August 1, 1998, An additional 3% decrease went into effect on May 1,
2002 and is 1o remain effective through December 31, 2006, due to recently passed legislation. The combined
impact of these rate decreases is expected to result in a total annual revenue reduction of approximarely $91
million in 2002, $101 million in 2003, $103 million in 2004, $105 million in 2005 and $107 million in 2006,
relative to rate levels in effect prior to August 1, 1998. Please read the risk factor titled “Our business is subject
- to extensive regulation, the effects of which could negatively impact our ability to satisfy our obligations,
including the Offered Bonds™ for further discussion of recent developments with respect to residential rates in
[linois.

P.A. 92-0537 — Extension of Retail Electric Rate Freeze On June 6, 2002, the Governor of Hlinois
signed a bill that adds two years to the current retail electric rate freeze in Illinois. The bill extends through 2006
the mandatory retail electric rate freeze, which was originally required by P.A. 90-561. P.A. 92-0537 freezes our
rates for full service, or “bundled” electric service at current levels unless the two-year average of our earned
Temurn on equity is below the two-year average of the monthly average yields of 30-year U.S. Treasury Bonds
through January 2002, an average of the 30-year U.S. Treasury Bonds and Monthly Treasury Long-Term
Average Rates in February 2002, and the Monthly Treasury Long-Term Average Rates (25 years and above)
after February 2002 for the concurrent period, in which event we may request a rate increase from the ICC. The
ICC would rule on this request for a rate increase using traditional ratemaking standards. As a result of the retail
rate freeze. our bundled service retail electricity consumers are expected to continue to pay their current electric
rates through 2006. The rate freeze does not apply to our rates for distribution service to customers choosing
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direct access. These rates are currently required to be based on cost of service and can be raised or lowered by the
ICC as the result of a rate proceeding. Beginning in 2007, absent further extension of the retail electric rate freeze
or other action. we expect that the distribution and transmission component of retail electric rates will continue to
be required to be based on costs while the power and energy component may be required to be based on prices in
the wholesale market. For a further discussion. please read the risk factor titled “Our business is subject to
extensive regulation, the etfects of which could negatively impact our ability to satisfy our obligations, including
the Otfered Bonds.” '

P.A. 90-561/92-0537—Ultlity Earnings Cap  The regulatory reform legislation contains floor and
ceiling provisions applicable to our return on equiry during the mandatory transition period ending in 2006.
Pursuant to the provisions in the legislation. we may request an increase in our base rates if the two-year average
of our earned return on equity is below the two-year average of the monthly average yields of the 30-vear U.S.
Treasury Bonds through January 2002. an average of the 30-year U.S. Treasury Bonds and Monthly Treasury
Long-Term Average Rates in February 2002. and the Monthly Treasury Long-Term Average Rates (25 years and
above) after February 2002 for the concurrent period (“Treasury Yield"). Conversely. we are required to refund
amounts 10 our customers equal to 50% of the value earned above a defined “ceiling limit.” The ceiling limit is
"exceeded if our two-year average return on equity exceeds the Treasury Yield. plus 6.5% in 2002 through 2006
{which increases to 8.5% in 2002 through 2006 if we choose not to request transition charges after 2006).
Regulatory asset amortization is included in the calculation of retumn on equity for the ceiling test but is not
included in the calculation of return on equity for the floor test. Prior to February 2002, the return on equity test
was based on the two-year average of the monthly average yields of 30-year U.S. Treasury Boads. During 2001,
our iwo-year average returt on equity was within the allowable refurn on equity collar and is expected to be
within the return on equity collar in 2002,

P.A. 90-561 — Direct Access Provisions  Since October 1999, non-residential customers with demand
greater than 4 megawatts at a single site, customers with at least 10 sites having aggregate total demand of at
least 9.5 megawatts and customers representing one-third of the remaining load in the non-residential class have
been given the right to choose their electric generation suppliers, referred to as “direct access.” Direct access for
remaining non-residential customers began on December 31, 2000. Direct access became available to all
residential customers in May 2002. However, at the present there are no alternative residential electric suppliers
registered to provide service 10 our residential customers. We remain obligated to provide both bundled
electricity service and delivery service to our customers at regulated rates. Customers taking delivery service,
rather than bundled service, must pay transition charges to us, but those charges are not designed to compensate
us for all of our lost revenues resulting from customers switching from bundled service to delivery service.

Although residential rate reductions and the introduction of direct access have led to lower electric
service revenues, P.A. 90-361 is designed to protect the financial integrity of electric utilities in three principal
ways: : _

+  Customers choosing direct access are obligated to pay transition charges based on the utility’s lost
revenue from that customer. The transition charges are applicable through 2006 and can be extended
up to two additional years with approval by the ICC. However, we do not expect to request such an
extension. : '

*  Utilities are provided the opportunity to lower their financing and capital costs through the issuance
of “securitized” bonds, also called transitional funding notes.

=« The return on equity of utilities is managed through application of floor and ceiling test rules
contained in P.A. 90-561/92-0537 as described above.

The extent to which revenues are affected by P.A. 90-361 will depend on a number of factors, including
future market prices for wholesale and retail energy, load growth and demand levels in our current service
territory, and the extent 1o which customers elect direct access.
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P.A. 90-561 — Independent System Operator Participation Paricipation in an Independent System
Operator. referred to as an “I1SO.” bv utilities serving retail customers in Ilinois was one of the requirements
included in P.A. 90-361. Effective on July [. 2001, the [SO requirements of P.A. 90-361 were amended by P.A.
92-12 to provide that a regional transmission organization. referred to as 1 "RTQ." created under FERC rules
shall be considered to be the functional equivalent of an TSO. An electric utility shall be deemed to meet its
obligation to participate in an ISQ through membership in a RTO that fulfiils the requirements of an ISO as set
forth in P.A. 90-561.

In January 1998, we. in conjunction with eight other transmission-owning entities. filed with the FERC
for ail approvals necessary to create and to implement the Midwest [ndependent Transmission System Operator,
referred to as the “MISO.” On October 13. 2000. we filed a notice of our intent to withdraw from the MISO with
the FERC. On February 23, 2001. we reached a settlement in principle with 2il parties that allowed us to
withdraw from the MISO ard join the Alliance RTO, effective upon the FERC's approval of the settlement,
which occurred May 8, 2001. We have fulfilled our obligations under the MISO setlement.

On August 21, 2001. we and seven of the transmission owners proposing to form the Alliance RTO
entered into a letter of intent with National Grid, USA pursuant to which National Gnid would serve as the
Alliance RTO’s managing member for a pericd of seven vears. On November 1, 2001, the Alliance companies
filed the definitive agreements with the FERC for approval.

In an order issued on December 20, 2001, the FERC reversed its previous findings and stated that it
could not approve the Alliance RTO as a RTO. The FERC further directed the Alliance companies to explore
how their business plan. including the participation of National Grid, could be accommeodated within the MISO.
In addition, the FERC directed the Alliance companies to file a statement of their plans to join a RTO, including
the imeframe, within 60 days of December 20th.

On January 8, 2002, the Alliance companies and National Grid commenced substantive discussions with
the MISO as directed by the FERC. In addition, the Alliance companies continued to consider other opportunities
for participation in an RTO. On February 19, 2002, we, in conjunction with the Alliance companies. filed a report
with the FERC stating that the Alliance companies have been in discussions with both MISO and PIM
Interconnection LLC, referred to as “PYM,” but have been unable to reach agreement. On March 5, 2002, we, in
conjunction with the Alliance companies, filed a second report and petition for declaratory order with the FERC.
The petition requests approval of a structure under which National Grid would operate a for-profit transmission
company consisting of the Alliance companies’ transmission assets under the oversight of the MISO. On April
25, 2002, the FERC issued an order granting in part the Alliance companies’ petition. The order stated the
position of the FERC with regard to the split of functions between the MISO. as the RTO for the region, and
Alliance GridCo, as a for-profit independent transmission company that operates under the MISO. The FERC
also approved the rate design proposed by the Alliance companies, whether they join PIM, MISO or anothet
RTO. The FERC clarified that if the Alliance companies join MISO, the MISO must return the $60 million paid
by the Illinois utilities to exit the MISO. Finally, the FERC directed the Alliance companies to submit a
compliance filing within 30 days indicating which RTO they will join, and whether their participation will be
collective or individual.

On May 2§, 2002, we submitted a letter to the FERC indicating that we would join PJM either as an
individual transmission owner or as part of an independent transmission company. On June 21, 2002, PIM,
National Grid. American Electric Power Service Corporation, referred to as “AEP,” Commonwealth Edison
Company, referred to as “ComEd,” and we entered into a memorandum of understanding outlining a 30-day
process under which AEP, ComEd and we, referred to as the “ITC Participants,” would pursue the formaton of
an independent transmission company under PIM with National Grid serving as the independent manager ot
administrator of the independent transmission company. The memorandum of understanding was filed with the
FERC on June 25, 2002. An ITC Participant or National Grid will be excused from its obligations under the
memorandum of understanding if any of such parties are unable to reach the agreements necessary to participate

49




Section 285.305 p)
Page 105 of 182

in PJM through the independent transmission company. If an ITC Participant is unable to reach such agreements,
each party is commuitted to join PIM as an individual transmission owner.

On July 31, 2002. FERC issued an order approving our proposal to join PJM, subject to certain
conditions. These conditions include a requirement that (i) the parties negotiate and implement a rate design that
will eliminate rate pancaking between PJM and MISO, and (ii) the North American Electric Reliability Council
aversee the reliability plans for MISO and PJM. In addition, FERC has initiated an investigation under Federal
Power Act section 206 of MISO, PIM West and PJM's transmission rates for through and out service and
revenue distribution. If we successfully complete the sale of our ransmission system assets to Trans-Elect, it is
expected that Trans-Elect. rather than us. will join the RTO. Please read ~Offering Memorandum Summary—
Recent Developments” for a further discussion of the pending sale of our transmission system assets to Trans-
Elect. '

Subsequent to the above actions, we terminated our discussions with PIM and expect to file to request
FERC approval to join the MISO. This expected filing relates o our joint filing with Trans-Elect on December
16, 2002 seeking FERC approval for the proposed transfer of our transmission assets to Trans-Elect. In this
application. Trans-Elect stated its intention to join the MISO effective as of the closing of the sale of our electric
transmission assets. Trans-Elect’s application to purchase our transmission assets is contingent upon approval of
the rate proposal as described above, which was filed comemporaneously with the ransfer application. We
cannot predict the outcome of these proceedings at this time.

v
N

Regulation

We are an electric utility as defined in the Public Utility Holding Company Act of 19335, referred to as
“PUHCA.” Qur direct parent company, lllinova, and Dynegy are holding companies as defined in PUHCA.
However, both Illinova and Dynegy generally are exempt from regulation under section 3(a)(1) of PUHCA. They
remain subject to regulation under PUHCA with respect to the acquisition of certain voting securities of other
domestic public utility companies and utility holding companjes.

In recent years, several bills have been introduced in Congress that would repeal PUHCA. Repeal or
significant modification to PUHCA could affect us and the electric utility industry generally. We cannot predict
the outcome of the repeal efforts.

The Hlinois Public Utilities Act was significantly modified in 1997 by P.A. 90-561, but the ICC
continues to have broad powers of supervision and regulation with respect to our rates and charges, our services
and facilities, extensions or abandonment of service, classification of accounts, valuation and depreciation of
property, issuance of securities and various other matters. We must continue to provide bundled retail electric
service to all who choose to continue to take service at tariff rates, and we must provide unbundled electric
distribution services to all eligible customers as defined by P.A. 90-361 at rates to be determined by the ICC. ,
During 2001, the ICC ruled on (i) the establishment of a market value index (in lieu of a neutral fact finder price}
used in (2) calculating competitive transition costs and (b) our power purchase tariff; and (ii) transactions .
between the gas utility and its affiliates. During 2002, the ICC has ruled on guidelines regarding standards of
conduct and functional separation for electric utilities and our residential electric delivery service tariffs. The
impact of these regulations on our financial condition and results of eperations cannot be predicted with
certainty.
We are subject to regulation under the Federal Power Act by the FERC as to rates and charges in
connection with the transmission of electric energy in interstate commerce, the issuance of debt securities
maturing in not more than 12 months, accounting and depreciation policies, interaction with affiliates, and certain
other matters. The FERC has declared us exempt from the Natural Gas Act and refated FERC orders, rules and
regulations. : . -
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Our retail natural gas sales also are regulated by the ICC. Such sales are currently priced under a
purchased gas adjustment mechanism under which our gas purchase costs are passed through to our customers if
such costs are determined prudent.

Employees

At September 30, 2002. we had 607 salaried ¢employees and 1.285 bargaining unit employees. We are
subject to collective bargaining agreements with each of the following unions: International Brotherhood of _
Elecirical Workers, Laborers International Union of North America. United Association of Journeymen Plumbers
and Gas Finers and International Association of Machinists and Aerospace Workers. We consider relations with
both bargaining unit and salaried employees to be satis{actory.

Properties

As discussed above, we transferred or sold all of our wholly owned generating assets during 1999 and,
therefore. did not own any such properties in 2000 or 2001. We continue to own 50% of three peaking diesel
combustion turbine units, located in Bloomington. Illinois, with combined net capacity of 5,250 kW. State Farm
Insurance Company owns the other 50% of these standby units.

We cumrently own, but have contracted to sell to Trans-Elect as described above, an eleciric transmission
system of 1,687 circuit miles, operating from 138,000 ro 345,000 volts. We also own a distribution system that
includes 37,708 circuit miles of overhead and underground lines. All of our properties are located in the State of
Mlinois.

We own 755 miles of gas transmission pipeline and 7,543 miles of natural gas distribution pipe.
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MANAGEMENT

The following table sets forth certain information with respect to our current directors and executive
officers: '

Served with
Illinois Power
Name - Age* Positiont(s) Since
Larry F. Altenbaumer ... ... .. oo 54 Chief Executive Officer, 1970
President and Director
Peggy E.Carter .. .. ... 39 Vice President and 1985
Controller
Michael RoMott .. ... o 42 Senior Vice President 2002
Kathryn L. Patton ............... i, e 38  Senior Vice President. - 2000
General Counsel and
Secretary
Daniel L. Dienstbier ........ e e, 62  Director 2002
KennethE. Randolph ... ... ... ... ... 46  Director - 2000
Bruce A, Willlamson . .....oovviiin i 43  Director 2002

*  As of September 30, 2002.

Larry F. Altenbaumer has served as our Chief Executive Officer since Qctober 2002 and as our
President since September 1999. Mr. Altenbaumer has served as a director of Illinois Power and as Senior Vice
President of Dynegy since February 2000, following the consummation of the Dynegy-Illinova merger. Mr.
Altenbaumer previously served as Senior Vice President and Chief Financial Officer of Illinois Power from 1992
until September 1999 and as Senior Vice President, Chief Financial Officer, Treasurer and Controller of Illinova
from June 1994 until September 1999.

eggy E. Carter has served as our Vice President since February 2000 and as our Controller since
November 1999. Ms. Carter was elected to serve as Vice President of Hlinois Power following the consummation
of the Dynegy-llinova merger. Ms. Carter previously served Illinois Power in various capacities from 1985,
including Business Leader in Illinois Power’s accounting deparunent from August 1994 until November 1999.

Michael R. Mott has served as our Senior Vice President since November 2002. Mr. Mott also serves as
Chief Accounting Officer, Senior Vice President and Controller of Dynegy. Mr. Mott joined Dynegy in 1995 as
Director of Financial Reporting and was appointed to Vice President and Assistant Controller in January 2000.
Mr. Mott has served as Senior Vice President and Controller of Dynegy since March 2001 and as Chief
Accounting Officer since August 2002. Prior to joining Dynegy, Mr. Mott was employed by Price Waterhouse.

Kathryn L. Patton has served as our General Counsel and Secretary since February 2000, following the
consumnmation of the Dynegy-Illinova merger. Ms. Pattqn also has served as Senior Vice President of Illinois
Power and Vice President and Assistant General Counsel of Dynegy since July 2001, prior to which she served
as Vice President of Illinois Power from February 2000 to July 2001. Ms. Patton previously served Dynegy as
Director and Regulatory Counsel from May 1995 to March 1999 and Senior Director and Regulatory Counsel
from March 1999 until February 2000.

Daniel L. Dienstbier has served as a director of Illinois Power since June 2002 and as a director of
Dynegy since 1995. He has served as Dynegy’s Chairman of the Board since September 2002 and served as its
interim Chief Executive Officer from May 2002 to October 2002. He has over thirty years of experience in the
oil and gas industry. He served as President and Chief Operating Officer of American Oil & Gas Corp. from
October 1993 through July 1994, President and Chief Operating Officer of Arkia, Inc. from July 1992 through
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October 1993, and President of Jule. Inc.. a private company involved in energy consulting and joint venture
investments in the pipeline, gathering and exploration and production industries, from February 1991 through
June 1992. Prior thereto, Mr. Dienstbier served as President and Chief Executive Officer of Dyco Petroleum
Corp., and Executive Vice President of Diversified Energy from February 1989 through February 1951. In
addition. he served as President of the Gas Pipeline Group of Enron Corp. from July 1985 through July 1988. Mr.
Diensibier is a former director of American Oil & Gas Corp.. Arkla. Inc.. Enron Corp. and Midwest Resources,
and a former member of the Audit Committee of Northern Border Partners. L.P. ‘

Kenneth E. Randolph has served as a director of Illinois Power sinca February 2000. following the
consummation of the Dynegy-illinova merger. Mr. Randolph also serves as Executive Vice President and
General Counsel of Dynegy. He has served as Executive Vice President of Dynegy since July 2001 and as
General Counsel of Dynegy and its predecessor, Natural Gas Clearinghouse. referred 1o as “Clearinghouse,”
since July 1987. In addition. he served as a member of the Clearinghouse Management Committee from May
1989 through February 1994 and managed its marketing operations in the Western and Northwestern United
States from July 1984 through July 1987. Prior to his employment with Clearinghouse, Mr. Randolph was
associated with the Washington, D.C. office of Akin, Gump. Strauss, Hauer & Feld. L.L.P.

Bruce A. Williamson has served as a director of Illincis Power sincz November 2002. Mr. Williamson
also serves as President and Chief Executive Officer and as a director of Dynegy. Prior to joining Dvregy in
October 2002, Mr. Williamson served as President and Chief Executive Officer of Duke Energy Global Markets.
Prior to serving as President and Chief Executive Officer of Duke Energy Global Markets, Mr. Williamson
served as President and Chief Executive Officer of Duke Energy International since 1997. Following the Duke
Power and PanEnergy Corporation merger in 1997, Mr. Williamson was sentor vice president of business
development and risk management. Prior to the merger, Mr. Williamson served as vice president of finance for
PanEnergy where he was responsible for corporate development, corporate-wide commodity risk management
and strategic oversight of corporate treasury. Before joining PanEnergy, Mr. Williamson held positions of
increasing responsibility at Royal Dutch/Shell Group, advancing over a 14-vear period to assistant treasurer of
Shell Oil Company.
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CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

All of our common stock is owned by Illinova Corporation. which is a wholly owned subsidiary of
Dynegy Inc. A subsidiary of ChevronTexaco Corporation holds approximately 26.5% of Dynegy's outstanding
common stock and $1.5 billion of its Series B Mandatorily Convertible Redeemable Prefarred Stock. We also
have six series of preferred stock outstanding, 73%% of which is owned by Illinova.

Etfective October 1. 1999, we wransferred our wholly owned fossil generating assets and other
generation-related assets and liabilities at net book value to Iiinova in exchange for an unsecured note receivable
of approximately $2.8 billion. Such assets were subsequently contributed by [liinova to Illinova Power Marketing
Inc.. an Illinova subsidiary. Foilowing the Dynegy-lllinova merger. Hiinova Power Marketing was renamed
Dynegy Midwest Generation and was sold by Illinova to Dynegy Ine. Dynegy subseguently contributed DMG o
Dynegy Holdings Inc.. a Dyvnegy subsidiary. Effective August 31, 2001, approximately 59 million of additional
fossil generation-related assets were transferred to {llinova, and concurrently to DMG. and the unsecured note
receijvable was adjusted accordingly. The note matures on September 30, 2009 and bears interest at an anpual rate
of 7.5%, due semiannuaily in April and October. At September 30, 2002. principal outstanding under the note
receivable approximated 52.3 billion with no accrued interest due to the July 2002 prepayment of interest due
October 1, 2002 of approximartely $85 million. In each of September and November 2002. Illinova prepaid
interest of approximately 514 million on the note receivable for the months of October and November 2002,
which interest was otherwise due in April 2003. We recognized approximately $128 million of interest income
from Jllinova on the note for the first nine months of 2002, We recognized approximately $127 million of interest
income from Illinova on the note for the first nine months of 2001. In the fourth quarter of 2001, Illinova '
accelerated the payment of accrued interest on the note receivable for the three months ended December 31, 2001
in the amount of 543 million.

We routinely conduct business with subsidiaries of Dynegy. These wansactions include the purchase or
sale of electricity, natural gas and transmission services as well as certain other services. Operating revenue
derived from transactions with affiliates approximated 326 million for the nine months ended September 30,
2002. Operating revenue derived from transactions with affiliates approximated 527 million for the nine months
ended September 30, 2001. Operating revenue derived from transactions with affiliates approximated $32 million
for 2001 and $40 million for 2000. Aggregate operating expenses charged by affiliates approximated $403
million for the nine months 2nded September 30, 2002, including $369 million for power purchased. Aggregate
operating expenses charged by affiliates approximated $410 million for the nine months ended September 30,
2001, including $349 million for power purchased. Aggregate operating expenses charged by affiliates in 2001
approximated $527 million. including $460 million for power purchased. Aggregate operating expenses charged
by affiliates in 2000 approximated $628 million, including $558 million for power purchased. :

We have a power purchase agreement with DMG that provides us the right to purchase power from
DMG for a primary term extending through December 31, 2004. The primary term may be extended on an
annual basis, subject to concurrence by both parties and regulatory approvals. The power purchase agreement
defines the terms and conditions under which DMG provides power and energy to us using a tiered pricing
structure. With this arrangement, we believe we have am adequate power supply for our expected load plus a
reserve supply above that expected level. The power purchase agreement obligates DMG to provide power, at the
same prices, up to the reservation amount, even if DMG has individual units unavailable at various times. Should
power acquired under this agreement be insufficient to meet our load requirements, we will have to buy power
from th:rd parties at current market prices.

Effective January 1. 2000, the Dynegy consolidated group, which includes us, began operating under a
Services and Facilities Agreement whereby other Dynegy affiliates exchange services with us such as financial,
legal, information technology and human resources as well as shared facility space. Our services are exchanged
at fully distributed costs and revenue is not recorded under this agreement. We believe that the allocation method
utilized under this agreement is reasonable and amounts charged under this agreement would result in costs to us
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similar to costs we would have incurred for these services on a stand-alone basis. This agreement also includes
tax sharing provisions between us and Dynegy. The Services and Facilities Agreement can be terminated by
either parry on 30 days’ notice, subject to ICC approval.

On October 23, 2002, the ICC issued an order approving a petition submitted by us to enter into an
agreement with Dynegy and its affiliates that would allow for certain pavments due to Dynegy under the Services
and Facilities Agreement to be netted against certain payments due 1o us from Dynegy, should Dynegy or its
affiltates fail to make payments due to us on or before their due dates. The agreement also allows Dynegy to net
payments in the event we fail to make our required payments to Dynegy, Additionally, under the 1erms of this
petition and the ICC’s approval, we may not pay any common dividend to Dynegy or its affiliates until our
Mortgage Bonds are rated investment grade by Moody's and Standard & Poor’s and specific approval is obtained
from the ICC. The ICC also granted our request. subject to certain conditions, to advance funds 10 service interest
on [llinova’s senior notes in February 2003 if Dynegy is not able to make such payments and to repurchase our
preferred stock held by Illinova in order to provide funds to pay interest on Illinova’s senior notes due in August
2003 and February 2004 if Dynegy is unable to make such payments. Please read the risk factor ritled “We are
particularly susceptible to developments at Dynegy because we rely on an unsecured note receivable from
Illinova for a substantial portion of our net cash provided by operating activities” for further discussion.
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DESCR{PVION OF THE OFFERED BONDS

We are issuing the Offered B: s under ur Jeneral Mortgage Indenture and Deed of Trust dated as of
November [. 1992 (the “Mortgage™) b “wven e it 3NY Midwest Trust Company. as successor trustee to
Harris Trust and Savings Bank (the “Trustee™). as supplemented by various supplemental indentures, including
the supplemental indenture relating to the Offered Bonds (the “Supplemental Indenture™). The Offered Bonds
will be secured by the lien of the Mortgage on our properties used or to be used in the generation, purchase.
transmission, distribution and sale of electricity and natural gas. Please read “— Security.”

The following summaries do not purport to be complete and are subject to, and are qualified in their
entirery by reference to. the Trust Indenture Act of 1939 (the “Trust [ndenture Act™). the Offered Bonds. the
Mortgage and the Supplemental Indenture. We urge vou to read the Mortgage and the Supplemental Indemure
because they, and not this description. define your rights as holders of the Offered Bonds.

The Offered Bonds have not been registered under the Securities Act and are subject to transfer
restrictions. When issued. the Offered Bonds will be a new issue of securities with no established trading market.
INo assurance can be given as to the liquidity of the trading market for the QOffersd Bonds.

This description makes use of defined terms in the Mortgage and the Supplemental Indenture.

1
'

Dates of Issue; Escrow of Proceeds of Delayed Delivery Bonds

Offered Bonds in the aggregate principal amount of $400,000,000 (the “Initial Delivery Bonds™) will be
issued and delivered, against payment of the issue price by the initial purchasers, on or about December 20, 2002,
and. subject to approval of the ICC, the Delayed Delivery Bonds will be issued and delivered on or before
January 31, 2003.

At the closing of this offering on or about December 20, 2002, the initial purchasers will place into
escrow the net proceeds of the offering of the Delaved Delivery Bonds (after deducting the initial purchasers’
discount with respect to the Delayed Delivery Bonds but without deducting any expenses of the offering),
pursuant to an Escrow Agreement with BNY Midwest Trust Company, as escrow agent (the “Escrow Agent”).
The escrowed funds will be held by the Escrow Agent pursuant to the Escrow Agreement. While in escrow, the
escrowed funds will be invested in temporary cash investments at the direction, and for the account, of the initial
purchasers.

If the Escrow Agent receives notice from us and the initial purchasers by January 31, 2003 that the ICC
has approved the issuance of the Delayed Delivery Bonds, then the Escrow Agent will release all escrowed funds
to the initial purchasers upon delivery of an officer’s certificate certifying that we have received such approval.
and, concurrently with the release of such funds, we will issue the Delayed Delivery Bonds and deliver them to -
the initial purchasers, against payment to us of the issue price (plus an amount equal to the earnings on the
escrowed funds paid over to the initial purchasers by thé Escrow Agent but without accrued interest on the
Delayed Delivery Bonds). We will have no rights to any escrowed funds prior to such a release.

If the Escrow Agent has not received the notice from us and the initial purchasers referred to in the
precedipg paragraph by January 31, 2003, then it will release all escrowed funds (including any amounts eamned
thereon) to the initial purchasers and we will pay to the initial purchasers, for the benefit of the purchasers of the
Offered Bonds, an amount equal to the interest that would have accrued on the Delayed Delivery Bonds had they
been issued on December 20, 2002 less the earnings on the escrowed funds. The initial purchasers will then remit
to the purchasers of the Offered Bonds such purchasers’ pro rata portions of these funds together with an amount
equal o their pro rata portions of the initial purchasers” discount, which amount had previously been retained by
the initial purchasers. We will have no responsibility for the return of these funds to such purchasers.
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